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TAX FORUM
DORIS L. BOSWORTH, CPA, Editor
Peat, Marwick, Mitchell & Co.
New York, New York

RECENT IMPORTANT DECISIONS

tion that a tax may be levied under Section
531 if one of the purposes for an accumulation
is tax avoidance.
It becomes apparent that future taxpayers
are pretty well committed to a showing that
the Bardahl or other valid “reasonable business
needs” formulas apply, if they are to overcome
the basic presumptions of Section 531. To con
tend that tax avoidance never entered manage
ment’s mind will be virtually impossible, unless
retention for the reasonable needs of the busi
ness can be clearly demonstrated.
Reasonable needs can, of course, encompass
plans for expansion or other factors not hitherto
present, but accumulations for any purpose
other than normal business activity will have
to be carefully documented—oral testimony
after the fact, no matter how sincere, will not
suffice.

Donruss Continued
The penalty tax imposed by Section 531 has
always posed a problem to closely held corpora
tions. Any accumulation of earnings and profits
in excess of the statutory $100,000.00 raised
the question of avoidance of tax at shareholder
level. There are two approaches to justify the
retention of earnings. Initially, where computa
tions involving the use of formulas indicate that
the accumulation does not exceed the reason
able needs of the business, no tax will be levied.
If, after making these calculations, there seems
to be an excessive retention the taxpayer still
will not have to pay the tax if he can demon
strate that such accumulation did not arise in
an attempt to avoid the tax at shareholder level.

Anyone who has been following the progress
of the Donruss case through the Courts, has,
no doubt, been concerned with the apparent
evolution of the tax avoidance purpose of Sec
tion 531 of the Code. Initially, taxpayer sued
in the District Court of Tennessee to recover
taxes assessed by the Treasury Department as
the result of an alleged improper accumulation
of earnings. At that level a decision was ren
dered in favor of the taxpayer, despite a request
by the Service that the jury be instructed that if
one of the purposes of accumulating earnings
was the avoidance of tax by the shareholders,
Section 531 would apply.
Instead, the Court instructed the jury that
tax avoidance had to be the purpose for the
accumulation. Upon review, the Court of
Appeals adopted a third approach; namely,
avoidance of tax must be the dominant purpose
for accumulating earnings.
Based on this criterion conceivably future
Section 531 cases would be surrounded with
confusion in trying to prove the compelling
motive in any given instance. Now the Supreme
Court in Donruss Co., 393 U.S. 297; 895 CT.
501, has reversed the Court of Appeals and
reaffirmed the Treasury Department’s conten

Operating Loss Carryovers

A recent Tax Court decision, Chartier Real
Estate Company, Inc. v. Commissioner, May
29, 1969, 52TC-; No. 40, should be of great
interest to taxpayers, and particularly to real
estate companies, where the fact pattern more
commonly arises.
Taxpayer derived its income primarily from
the rental of properties, with occasional sales
of these properties resulting in capital gains.
In one particular year where realty sales were
made, the alternative method of computing tax
was employed. The taxpayer then attempted
to apply a net operating loss carryover in ex
cess of ordinary income against these long-term
capital gains and pay a tax on the balance at
capital gains rate.

The Court found in favor of the Commission
er to the extent that because the alternative
method had been elected, taxpayer was com
mitted to a tax of 25% of the entire amount of
their capital gains. There was a reservation as
to a further contention of the Commissioner,
however, and it is that portion of the decision
that is extremely significant. The Service took
the position that because the aggregate of
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ordinary and capital gain income exceeded the
net operating loss carryover to that year, it
had been completely absorbed.
The Tax Court concluded that because the
alternative method had been elected, taxable
income for purposes of Section 172 of the Code
consisted of ordinary income, and to the extent
that the applied net operating loss exceeded
such income, it was available as a carryover to
a subsequent year.
In view of this decision, in instances where
taxpayers have capital gains taxed on the
alternative method returns should be reex
amined to ascertain that any net operating
loss carrybacks and carryovers have been cor
rectly applied.

“TAX GUIDE FOR INCORPORATING A
CLOSELY HELD BUSINESS,” Harry Z.
Garian, American Institute of Certified Public
Accountants, New York, 1969, 281 pages.
It would seem that the AICPA made a wise
selection in its first study in Federal Taxation;
conforming, as it does to their stated objectives,
as well as those of the author. Certainly this is
excellent educational and reference material
within the areas covered, and embraces more

than the title would indicate. While the study
is concerned primarily with the tax aspects of
incorporating the closely held business, Mr.
Garian has wisely pointed out the pitfalls in
making any decision until all aspects of incor
poration have been considered.
As stated in the introduction, in-depth treat
ment has been sacrificed in order that the
reader may have exposure to many phases of
the problem; but the treatment is sufficient to
provide a ready reference, and serve as the
foundation for further study should such in
depth treatment be required.
The book is well written in a practical vein
that will be particularly helpful to the individ
ual who has had only peripheral exposure to
the problems encountered in a closely held
business. At the same time it will prove of
inestimable value to the more experienced
practitioner. Of particular interest are the
exhibits contained in the Appendix—the “check
list” questionnaire with appropriate references
to pertinent coverage in the text, the case study
which takes the reader through a step-by-step
analysis of the work to be done and the type
of report to be submitted. Assimilation of the
material contained in this study is bound to
contribute to the professional development of
the reader.

REVIEWS

It can be truly said that there is something
here for everyone, with an abundance of
managerial philosophies from which to choose.
The busy accountant can restrict his reading
to one article at a time if he so desires, and
thus enjoy and benefit from the book over a
long period of time.
Well worth the investment, this book will
provide the accountant with an excellent and
diversified look at what is being talked about
in the management area today.
Dr. Bernadine Meyer
Duquesne University

(Continued from page 17)

of the articles are excellent—evidence of their
having been selected with care. Among them,
the reader will find discussions of managerial
authority, forecasting, decision making, opera
tions research, information systems, selection
of managers, appraisal of executive perfor
mance, motivation communications, budgets,
internal auditing, management audits, evalua
tion of a firm, and corporate responsibility.

TWENTY-FIVE YEARS AGO—in THE WOMAN CPA
"While the whole idea of employee pensions has grown with the development of our industrial society,

it has usually been approached from the sociological standpoint. It was looked upon with scorn by
some who felt that business was not its brother's keeper. A pension was a nice reward for long and

faithful service, something like a pat on the head and a bone for an old sheep dog; but such humanitarian
measures had no place in the practical world. Surprisingly enough, this attitude was encouraged by the

labor unions. They did not favor a paternalistic role for business, but reserved this right to themselves."

From "EMPLOYEE PENSIONS" by Susie Sudderth,
Atlanta, Georgia, October, 1944
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